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The decomposition of a European market return into cash￿ ow and discount
rate news components suggests that returns on European and country value
portfolios react more sensitive to news about the European market return·s
cash￿ ows than the corresponding growth portfolios. This evidence is substan-
tially weaker when the receptiveness of country value and growth returns to
cash￿ ow and discount rate news components of the respective national mar-
ket return is in question. Moreover, I show that national news series are
more important than international news series in explaining the variation in
European value and growth returns. Even though European cash￿ ow news
play a marginally signi￿cant role in explaining returns on value portfolios,
there is no persuasive evidence of the notion that high cash￿ ow betas explain
relatively high average returns on European countries· value portfolios.1 Introduction
The premium on value stocks, de￿ned as stocks with high book value relative
to market value (B/M), high earnings-to-price ratio (E/P), high cash￿ ow-to-
price ratio (C/P) and high dividend- to-price ratio (D/P), is not a unique
observation on U.S. stock markets but by now well documented in interna-
tional data (e.g. Chan et al. (1991), Capaul et al. (1995), Fama and French
(1998)). However, with the exception of Fama and French (1998), so far little
e⁄ort has been made to examine if recently discovered explanations for the
value premium in the U.S. also pertain to international stock markets. This
paper aims at ￿lling this gap in the empirical literature.
Fama and French (1998) do not only con￿rm that the value premium is
an international phenomenon but also assess if an international capital asset
pricing model rationalizes higher average returns on value stocks compared
to growth stocks on several international stock markets. They ￿nd the in-
ternational CAPM to fail in this respect and provide evidence for the ability
of a two-factor model to explain the risk premium on international value
stocks. The two factors are an international market return and an interna-
tional version of the Fama and French high-minus-low book-to-market factor,
HML, which is the return on a portfolio consisting of a long position in value
and a short position in growth stocks (Fama and French (1993)). Fama and
French (1995) and Lakonishok et al. (1994) argue that the value premium
re￿ ects compensation for distress risk. In line with this reasoning, interna-
tional growth stocks are negatively or at least weaker positively correlated
with the international distress factor than value stocks, which explains the
value premium on international stock markets.
More recently, Cohen, Polk and Vuolteenaho (2003) demonstrate em-
pirically that long-horizon returns on value stocks react more sensitive to
cash￿ ow news than growth stocks in the U.S. Furthermore, they show that
sensitivity to cash￿ ow news is rewarded with a higher risk premium than
receptiveness to discount rate news. Thus Cohen at al. are able to explain
prices and long-term returns on U.S. value and growth portfolios. Lettau
and Wachter (2004) theoretically underline that growth stocks should covary
strongly with discount rate news whereas value stocks should be positively
correlated to cash￿ ow news to reconcile the behaviour of prices and long-
horizon returns on book-to-market ratio sorted portfolios.
Campbell and Vuolteenaho (2004) explain the inability of the Sharpe
(1964) and Lintner (1965) capital asset pricing model (CAPM) to capture the
1value premium on the U.S. stock market by decomposing the CAPM market
beta into a cash￿ ow ("bad") and discount rate ("good") variety. Intuitively,
bad news about the market·s future cash￿ ows re￿ ect a decrease of wealth
and hence lead to a fall in the value of the market but leave future investment
opportunities una⁄ected. The value of the market portfolio could also decline
because investors increase the discount rate applied to cash￿ ows, which at
the same time mirrors better future investment opportunities. Moreover, in
an intertemporal CAPM (ICAPM) as proposed by Merton (1973), sensitiv-
ity to cash￿ ow news should be associated with a higher price of risk than
receptiveness to discount rate news. Campbell and Vuolteenaho (2004) thus
show that value stocks· market betas in U.S. post-war data contain a sub-
stantially higher cash￿ ow component than growth stocks· market beta which
rationalizes seemingly abnormally high average returns on value portfolios.
In this paper, I assess if relatively high average returns on value stocks
compensate their high sensitivity to the market return·s cash￿ ow news on in-
ternational stock markets. Therefore, I employ the VAR framework proposed
by Campbell (1991) to decompose the return on a stock portfolio covering
ten European countries as well as national market returns into discount rate
and cash￿ ow news series.
The success of the VAR in identifying cash￿ ow and discount rate news
components of a stock return relies on the choice of state variables, which have
to explain stock market returns. Cash￿ ow, i.e.dividend, news components
are obtained as residual from the VAR. A major problem in applying this
approach to international stock markets is to ￿nd predictive variables of
international stock returns.
By employing a simple manipulation of the cointegration framework sug-
gested by Lettau and Ludvigson (2001,2004), Nitschka (2005) shows that
the U.S. consumption-wealth ratio echoes a common, transitory component
in international stock markets. Short-run ￿ uctuations of the ratio of con-
sumption to aggregate wealth in the U.S. - henceforth abbreviated by cay
- predict time-varying excess returns on U.S. and foreign stock markets at
business cycle frequency with considerable success. Hence, I use cay con-
structed as in Nitschka (2005) as state variable. Furthermore, Kothari and
Shanken (1997) and Ponti⁄ and Schall (1998) provide evidence that the ag-
gregate book-to-market ratio of U.S stock indexes predicts market returns in
the time series. Ponti⁄ and Schall show that the time series forecast abil-
ity of the book-to-market ratio stems from its predictive power for expected
future cash￿ ows, i.e. fundamentals. Liew and Vassalou (2000) show that
2national HML factors forecast GDP growth (macroeconomic fundamentals)
in international data. Hence, I conjecture that national HML factors could
be informative about variation in national market returns as well as about
variation in the return on a European stock portfolio and use international
versions of the Fama and French book-to-market factor as state variable to
obtain cash￿ ow and discount rate components of market returns.
I restrict my analysis to ten European countries for two reasons. First,
I attempt to provide out-of-sample evidence for an explanation of the value
premium in U.S. data. That is why I use a dataset that excludes the U.S.
Secondly, international stock portfolios excluding the U.S. are typically domi-
nated by the Japanese stock market since it is the second largest stock market
worldwide. This creates an issue considering my state variable cay. Nitschka
(2005) provides evidence that cay does not predict returns on the Japanese
stock market which seems to re￿ ect that variation in returns on this stock
market is only to a negligible extent in￿ uenced by the common, transitory
stock market component mirrored in cay.
In order to measure the sensitivity of value and growth portfolios to
a European stock market·s cash￿ ow and discount rate news series and to
news series of the respective country market return, I follow Campbell and
Vuolteenaho (2004) in identifying "bad" cash￿ ow and "good" discount rate
betas.
The main results are easily summarized. Portfolios sorted by book-to-
market and cash￿ ow-to-price ratio display that high average returns on value
portfolios are associated with relatively high cash￿ ow betas when cash￿ ow
and discount rate news components of a European market portfolio return
are considered. This ￿nding crucially relies on the state variable cay whereas
the European book-to-market factor seems to be of negligible importance
in this context. This picture drastically changes when I estimate bad and
good betas of country value and growth portfolios with respect to national
market return news series. Even though statistically insigni￿cant in the
respective VAR, national HML factors in Austria, Ireland, Netherlands and
Switzerland seem to contain information pertinent to the four countries·
value and growth portfolio returns. This latter ￿nding re￿ ects that growth
portfolios are negatively correlated with the national distress factor while
value stocks are positively related to the HML factor as suggested by Fama
and French (1998). Furthermore, the evidence in this paper underscores the
point made by Gri¢ n (2002) and Moersman (2005) that the Fama and French
high minus low book-to-market portfolio rather mirrors a country-speci￿c
3than an international risk factor. In addition, the dominant part of variation
in European countries· value and growth portfolio returns must be attributed
to national news series. Even though European cash￿ ow news seem to be of
marginally signi￿cant importance for value and growth portfolios, there is no
clearcut evidence of high cash￿ ow betas being associated with high average
returns on European countries· value portfolios.
The remainder of this paper is organized as follows. In section two, I
sketch the framework of Campbell (1991) and Campbell and Vuolteenaho
(2004) used to identify cash￿ ow and discount rate betas. Thereafter, I brie￿ y
discuss the choice of state variables in section three and provide details of
the data employed in this paper in section four. Section ￿ve discusses the
empirical evidence with respect to the decomposition of a European market
portfolio return whereas section six focuses on national market returns. Sec-
tion seven assesses the question if national or international news series are
more important for returns on value and growth portfolios. Section eight
concludes and discusses the main results.
2 Identi￿cation of cash￿ ow and discount rate
betas
I follow Campbell (1991) in identifying cash￿ ow and discount rate news com-
ponents of a market portfolio return and Campbell and Vuolteenaho (2004) in
measuring the sensitivity of value and growth stocks to the market return·s
news components.
The identi￿cation of cash ￿ ow and discount rate news driven components
in simple and excess stock returns is based on the relationship between prices,
dividends and returns as formulated in the dividend ratio model of Campbell
and Shiller (1988). Campbell (1991) shows that unexpected changes in stock
returns obey1









where lower-case letters denote logarithms, ￿ the di⁄erence operator,
Et rational expectations at time t. Revisions of expected future dividend
1An alternative derivation is presented in Campbell, Lo, MacKinlay (1997) chapter 7.
4growth are written as (Et+1 ￿ Et)
P1
j=0 ￿j￿dt+1+j , and changes of future
stock returns as (Et+1 ￿ Et)
P1
j=1 ￿j￿rt+1+j. The parameter ￿ can be inter-
preted as discount coe¢ cient re￿ ecting the average dividend yield or average
consumption-wealth ratio (Campbell and Vuolteenaho (2004)).
Equation (1) states that unexpected changes of stock returns have to be
associated with revisions of expectations of future cash￿ ows or discount rates
or both. Following Campbell (1991), (1) can be written in more compact
notation as
vr;t+1 = ￿CF;t+1 ￿ ￿DR;t+1 (2)
with
vr;t+1 ￿ rt+1 ￿ Etrt+1
the unexpected component of the stock return,





representing news about dividend changes, i.e. cash ￿ ows and





which represents news about returns, i.e. discount rates.
In order to identify cash ￿ ow and discount rate components in stock
returns, Campbell (1991) suggests to use a VAR of the form
zt+1 = ￿ + ￿zt + ut+1 (3)
where zt+1 is a k-by-1 state vector with the stock return, rt+1, as ￿rst
element and variables which predict stock returns, ￿ is a k-by-1 vector of
constants and ￿ a k-by-k matrix of VAR parameters. Shocks are i.i.d and
represented by the k-by-1 vector ut+1:
Since the state vector, zt+1, includes variables that predict stock returns,
the discount rate news component is directly estimated in the VAR whereas
the cash ￿ ow news component is a residual. It is that part of the return
which is not explained by the state variables.
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zero. The discounted sum of changes in the expectation of future returns,
i.e. the discount rate component of the return, can thus be written as
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implied by equations (2) and (5) because vr;t+1 can be picked out with e10ut+1:
I report the receptiveness of value and growth stocks to cash￿ ow news
and discount rate news as cash￿ ow ("bad") beta and discount rate ("good")
beta. Intertemporal asset pricing theory suggests that the former type of
risk should be associated with a higher risk premium than the latter one
(Merton (1973)). Intuitively, bad news about the market·s future cash￿ ows
re￿ ect a decrease of wealth and hence lead to a fall in the value of the mar-
ket but leave future investment opportunities una⁄ected. The value of the
market portfolio could also decline because investors increase the discount
rate applied to cash￿ ows, which at the same time mirrors better future in-
vestment opportunities. Hence, receptiveness to discount rate news is less
risky than sensitivity to cash￿ ow news and therefore the terminology "bad"
cash￿ ow and "good" discount rate beta ￿rst introduced by Campbell and
Vuolteenaho (2004).
I obtain good and bad betas by following Campbell and Vuolteenaho
(2004) and calculate cash￿ ow betas from
￿i;CF =
d Cov(ri;t;￿CF;t)
d V ar(rM;t ￿ Et￿1rM;t)
(7)
Discount rate betas are obtained from
￿i;DR =
d Cov(ri;t;￿￿DR;t)
d V ar(rM;t ￿ Et￿1rM;t)
(8)
6where hats indicate sample covariances and variances, ri;t is the log excess
return on stock i over the risk-free rate, ￿CF;t the estimated cash￿ ow news
term, ￿DR;t, the estimated discount rate news component and rM;t￿Et￿1rM;t
the unexpected return on the market portfolio. The discount rate beta is
here de￿ned as the covariance of a stock return with lower than expected
discount rates, i.e. "good" news. Note that these beta de￿nitions di⁄er
from regression estimates. Betas are measured separately and conditioned
on the variance of the unexpected market return not on the variance of the
estimated news term as would be the case in a regression. This de￿nition
implies that the sum of cash￿ ow and discount rate betas equals the market
beta, such that.
￿i;M = ￿i;CF + ￿i;DR (9)
3 State Variables: Predictors of international
stock market returns
Campbell and Vuolteenaho (2004) point out that the measurement of good
and bad betas crucially depends on the state variables used in the VAR to
back out cash￿ ow and discount rate news components. The explanation of
the U.S. value premium that returns on high book-to-market ratio portfolios
are characterized by high cash￿ ow betas hinges on the use of the small-stock
value spread, i.e. the return on a small value portfolio less the return on a
small growth portfolio, as state variable in the market return decomposition
into news components. Unfortunately, international data on small stocks is
hardly available, such that I cannot construct the small-stock value spread
neither for a European market portfolio nor for national stock market port-
folios. More generally, a major problem in applying the VAR framework
of Campbell (1991) to international stock markets is to ￿nd variables that
explain international stock returns at all.
Nitschka (2005) demonstrates that the ratio of aggregate consumption to
aggregate wealth in the U.S. re￿ ects a common, temporary component in
international stock markets by employing a simple manipulation of the coin-
tegrated framework proposed by Lettau and Ludvigson (2001,2004). Based
on the idea that transitory ￿ uctuations of wealth leave consumption unaf-
fected, Lettau and Ludvigson provide evidence that mainly transitory market
value changes of U.S. households· stock holdings cause the U.S. consumption-
7wealth ratio to ￿ uctuate temporarily. These market value changes are in-
duced by the expectation of time-varying stock returns, which explains the
predictive power of short-run variations in the U.S. consumption-wealth ratio
for excess returns on the U.S. stock market. U.S. households· stock market
wealth is a prime example of the home bias in equity portfolios (Tesar and
Werner (1995)). Nevertheless, U.S. households hold either directly or indi-
rectly foreign stocks which amounts to a relatively small part of U.S. house-
holds· stock market wealth. However, Nitschka shows that variation in the
market value of U.S. households· foreign equity holdings is induced by the
expectation of time-varying returns on foreign stock markets. Hence, short-
run ￿ uctuations of the U.S. consumption-wealth ratio, cay, predict excess
returns on international stock markets at business cycle frequency. That is
why I use cay as state variable to decompose returns on the individual Eu-
ropean stock markets and the return on a European market portfolio into
cash￿ ow and discount rate news components.
Additionally, I employ the return di⁄erential between European value
and growth portfolios, a European version of the Fama and French book-
to-market factor as a variable to decompose the European market portfolio
return into cash￿ ow and discount rate news components as well as the local
book-to-market factor in the decomposition of national stock market returns.
Fama and French (1995) and Lakonishok et al. (1994) relate the behaviour
of value and growth portfolio returns to fundamentals by showing that value
stocks tend to have persistently low earnings while a low book-to-market
ratio signals strong future earnings. This ￿nding conveys the notion that
the book-to-market factor captures distress risk. Liew and Vassalou (2000)
￿nd national Fama and French HML factors to predict GDP growth in in-
ternational markets while Ramchander and Simpson (2005) show that the
HML factor strongly reacts to a variety of macroeconomic news in U.S.data.
Kelly (2005) shows that the HML factor is positively associated with in￿ a-
tion and other macroecomic variables in international data. Hence, there is a
well documented link between the book-to-market factor and macroeconomic
fundamentals in the U.S. as well as in other countries. Kothari and Shanken
(1997) and Ponti⁄ and Schall (1998) provide evidence that aggregate book-
to-market ratios forecast stock market returns in the U.S. because of their
predictive power for expected future cash￿ ows, i.e. fundamentals. I thus
conjecture that international versions of the HML factor explain returns on
European stock markets in the time series, which motivates their use as state
variable in the VAR framework to obtain cash￿ ow and discount rate news
8components of market returns. Furthermore, Campbell and Vuolteenaho
(2004) motivate the use of the small-stock value spread by the inability of
the Sharpe-Lintner CAPM to explain returns on this portfolio, which re￿ ects
that the value spread inherits information about systematic sources of risk
not captured by the CAPM. This reasoning also applies to the Fama and
French book-to-market factor and hence additionally motivates its use in the
market return decompositions.
4 Data
Data on monthly and annual international value and growth returns is freely
available on Kenneth French·s website.2 Since I use cay as state variable,
which is only observed at quarterly frequency, I construct quarterly return
series from the monthly observations. Value and growth portfolios are formed
using four valuation ratios: book-to-market (B/M), earnings-to-price (E/P),
cash￿ ow-to-price (C/P) and dividend-to-price ratio (D/P). The portfolios are
formed at the end of December each year by sorting on one of the four ratios
and then value-weighted returns are calculated for the following 12 months.
The value portfolios (high) contain ￿rms in the top 30 percent of a ratio and
the growth portfolios (low) contain ￿rms in the bottom 30 percent. Firms in
the dataset I use are not required to have data on all four valuation ratios.
The country market returns include all ￿rms with book-to-market data.
I use data on returns on a portfolio consisting of Austria, Belgium, France,
Germany, Ireland, Italy, Netherlands, Spain, Switzerland and the United
Kingdom to investigate the sensitivity of country and European value and
growth portfolios to a European market portfolio·s cash￿ ow and discount
rate news components. Returns on the European market portfolio are value-
weighted averages of returns on the country portfolios. Each country is added
to the portfolio when the return data for the country begins. The sample
period spans the time from ￿rst quarter 1975 to fourth quarter 2004. The
sample period for Austria starts ￿rst quarter 1987, the sample period for
Ireland begins ￿rst quarter 1991. Furthermore, I assess the receptiveness
of country value and growth portfolios to the respective national market
return·s news components.
I follow Fama and French (1998) and abstract from exchange rate changes
and use dollar denominated returns throughout the paper not only for the
2http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/
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addition, I employ the U.S. three-month treasury bill rate as risk-free rate to
obtain excess returns. Using simple and/or national currency returns does
not make a qualitative di⁄erence. These results are not reported but available
upon request.
The state variable cay is the residual of the cointegrated relationship be-
tween consumption, foreign equity, domestic asset wealth and labour income
in the U.S. as in Nitschka (2005). Data on consumption and labour income
is from the Bureau of Economic Analysis, foreign equity and domestic asset
wealth are constructed from data on household net worth published in the
Z1 Flow of Funds Accounts of the Federal Board of Governor·s.
The international return series are extensively described on Kenneth
French·s website. Nitschka (2005) provides details of the construction of
cay taking foreign equity in the decomposition of aggregate wealth.explicitly
into account.
5 Empirical Evidence: European market port-
folio
Fama and French (1998) show that the international CAPM in the sense of
Solnik (1974) fails to capture returns on international value and growth port-
folios. This section assesses if the explanation of the failure of the Sharpe and
Lintner CAPM to rationalize the value premium on the U.S. stock market
put forward by Campbell and Vuoleenaho (2004) also applies in the context
of an international CAPM. Campbell and Vuolteenaho show that value port-
folios· market betas have disproportionally high cash￿ ow components while
growth stocks· market betas are predominantly discount rate betas.
5.1 VAR estimates
Table 1, Panel A presents OLS coe¢ cient estimates of a VAR consisting of
the return on the European market portfolio, cay and the European HML
factor when a lag length of one quarter is applied. Allowing for more lags im-
proves the explanatory power of cay for the market portfolio return but leaves
the main results qualitatively unaltered. Each row of Panel A corresponds
to one equation estimated in the VAR. E.g., the ￿rst row gives the coe¢ cient
estimates from the regression of the market return on the one-quarter lagged
10market return, lagged cay and the lagged HML factor. T-statistics are dis-
played in parenthesis below the VAR estimates. R2 denotes the adjusted
R2. All VAR estimates rely to some extent on the parameter ￿. I follow
Campbell and Vuolteenaho (2004) who use an annual value of ￿ = 0:95 and
employ ￿ = 0:951=4 throughout the paper as I deal with quarterly data.
However, letting ￿ vary around reasonable values does not alter the results
qualitatively.
Focusing on the return equation in the ￿rst row, the state variables pre-
dict about two percent of the variation in the one-quarter excess return on
the European market portfolio which seems to be reasonable at that time
horizon as the predictive power of cay for excess returns on international
stock markets peaks at two to ￿ve year horizon (Nitschka (2005)). Moreover,
lagged cay is the only signi￿cant explanatory variable in the return equation,
neither the lagged return nor the book-to-market factor are statistically dif-
ferent from zero and hence do not seem to exhibit explanatory power for the
European market return.
Panel B gives the standard deviations of the estimated cash￿ ow and dis-
count rate news components. It is apparent that the cash￿ ow news compo-
nent with a standard deviation of 6.72 percent per quarter is more volatile
than the discount rate component with a standard deviation of 6.20 percent
a quarter. This ￿nding leaves the impression that the cash￿ ow component
dominates the variation in the European market return. This result is in stark
contrast to the ￿ndings of Campbell (1991) and Campbell and Vuolteenaho
(2004) that discount rate news predominantly cause variation in the U.S.
market return in post-war data. Panel C, however, shows that the news
terms are almost uncorrelated with each other. The correlation coe¢ cient
between the news series is about 0.17 at quarterly frequency. Campbell and
Vuolteenaho (2004) provide evidence that shocks to the market return are
positively correlated with cash￿ ow news, which re￿ ects that the market re-
turn reacts positively to good news about fundamentals. Moreover, they ￿nd
discount rate news to be negatively correlated with the market return which
seems to display mean reversion in stock prices implied by the VAR. The
same reasoning applies here as panel D of table 1 mirrors. Furthermore, cay
is strongly positively correlated with both of the news series while the book-
to-market factor is almost uncorrelated with discount rate news and weakly
positively correlated with the market return·s cash￿ ow component.
Table 2 presents the same information as table 1 using cay as only state
variable. Comparing the results displayed in the two tables leaves the im-
11pression that the inclusion of the European book-to-market factor does not
a⁄ect any of the characteristics of the VAR and hence the estimated cash￿ ow
and discount rate news series.
5.2 Bad and good betas
Cash￿ ow and discount rate news components of the European market portfo-
lio display substantial variation but are almost uncorrelated with each other,
which conveys the notion that di⁄erent types of stocks could react di⁄er-
ently to cash￿ ow and discount rate news. Furthermore, intertemporal asset
pricing theory suggests that receptiveness to the market portfolio·s cash￿ ow
news should be compensated with a higher risk premium than sensitivity
to discount rate news (Merton (1973)). Cohen et al. (2003), Lettau and
Wachter (2004) as well as Campbell and Vuolteenaho (2004) provide evi-
dence that value stock returns in the U.S.have higher cash￿ ow betas than
growth stocks. These ￿ndings do not only rationalize the relatively high av-
erage returns on value stocks but also the inability of the CAPM to explain
the value premium on U.S. stock markets.
5.2.1 European value and growth portfolio returns
This section presents good and bad beta estimates for European value and
growth portfolios consisting of value and growth stocks of the ten countries
that form the European portfolio classi￿ed according to B/M, C/P, E/P and
D/P.
Table 3 summarizes the results. Panel A presents bad and good betas
when cay and the European HML factor are used to obtain cash￿ ow and dis-
count rate news components of the European market portfolio return. Panel
B reports cash￿ ow and discount rate betas when cay is the only state variable
used in the VAR to back out the news series, since the VAR estimates reveal
that the HML factor does not signi￿cantly contribute to an explanation of
the variation in the European market return. Value portfolios of a particular
valuation ratio are indicated by leading "H", growth portfolios are indicated
by leading "L". The second column gives mean quarterly excess returns on
value and growth portfolios and displays that value stocks promise higher
risk premia (excess returns) than growth stocks irrespective of the valuation
ratio. Column three shows cash￿ ow betas, column four presents discount
rate betas.
12When regarding portfolios sorted by book-to-market and cas￿ ow-to-price
ratio, it is apparent that the value portfolios· bad betas are higher than their
growth portfolio counterparts. Thus, the evidence from U.S. studies seems
to be corroborated by this ￿nding. However, the discount rate betas of value
and growth stocks are of the same order of magnitude, such that the implied
market betas of the book-to-market and cash￿ ow-to-price sorted value port-
folios are higher than the respective growth portfolios which suggests that
the international CAPM would be able to explain the value premium in this
context. This contradicts the evidence presented in Fama and French (1998)
who show that the market beta of value portfolios is slightly lower than the
market beta of growth portfolios in an international dataset with monthly
returns. Nevertheless, the higher market beta of value stocks is the result of
a higher cash￿ ow beta compared to growth stocks.
However, bad and good beta estimates for European value and growth
portfolios classi￿ed according to E/P or D/P do not support the reasoning
that value stocks have higher cash￿ ow betas than growth stocks. These
￿ndings are not in￿ uenced by the inclusion of the European HML factor in
the estimation of the news components.
5.2.2 Country value and growth portfolio returns
As the European value and growth portfolio returns are value-weighted aver-
ages of the individual country returns, the results from the previous subsec-
tion could be the outcome of the dominant role of few major stock markets
in these value and growth portfolios and might not be representative for the
full sample of national stock markets. Hence, I examine the sensitivity of
national value and growth stock returns to European market return news in
this subsection.
Tables 4 and 5 present bad and good betas for value and growth portfolios
of the ten countries that are included in the European portfolio as well as their
mean quarterly excess returns. Table 4 reports beta estimates conditional on
cash￿ ow and discount rate news series obtained with cay and the European
HML factor as state variables which only slightly di⁄er from estimates of
cash￿ ow and discount rate betas when cay is the only state variable. Results
for the latter speci￿cation are presented in table 5.
The picture that emerges from the results shown in tables 4 and 5 is
that country value and growth stock returns· bad and good beta estimates
corroborate the results of the European portfolios. High average returns on
13book-to-market ratio sorted country portfolios are associated with relatively
high cash￿ ow betas except for Ireland and Spain. Noteworthy is Italy for
which the low book-to-market portfolio promises a higher average return
than the corresponding high B/M portfolio, which is consistent with the
higher cash￿ ow beta estimate of the growth portfolio. Hence, the notion
that high returns on value portfolios are associated with higher cash￿ ow
betas compared to the growth portfolios applies for most country returns
classi￿ed according to book-to-market ratio. This evidence is even stronger
when considering cash￿ ow-to-price ratio sorted portfolios. Here in nine of ten
cases, high cash￿ ow betas correspond with high average returns on countries·
value portfolios. Only Spain is the exception from the rule. The results
for E/P sorted portfolios are less clearcut and there is no incidence of a
positive relationship between cash￿ ow betas and returns for D/P ratio sorted
portfolios.
Hence, country value and growth portfolios ordered by book-to-market
and cash￿ ow-to-price ratio display higher sensitivity to a European market
portfolio return·s cash￿ ow news component than the corresponding growth
stocks, which seems to explain the value premium on European stock mar-
kets and the inability of the international CAPM to capture the interna-
tional value premium. Evidence for portfolios sorted by earnings-to-price
and dividend-to-price ratio does not support this view.
6 Empirical Evidence: National market port-
folios
In this section, I examine if there are qualitative di⁄erences in the sensi-
tivity of value and growth stocks to news about the European or national
market portfolio by decomposing national market returns of the ten Euro-
pean countries that form the European market portfolio into their national
cash￿ ow and discount rate news components. The motivation for this ex-
ercise is as follows. National stock returns should be linearily related to an
international market return according to the international CAPM proposed
by Solnik (1974). However, Solnik as well as Harvey (1991) highlight that
country-speci￿c factors play an important role in explaining excess returns on
international stock markets. So, the sensitivity of country value and growth
returns to national cash￿ ow and discount rate news could substantially di⁄er
14from their receptiveness to news from the European market portfolio return.
6.1 VAR estimates
Table 6 presents estimates from VARs using cay and the national HML factor
as state variables to obtain cash￿ ow and discount rate news series of the
respective country·s market return. At the one-quarter horizon cay is not
a signi￿cant predictor of national market returns in six of ten countries.
This picture changes once I regard higher-order VARs but does not a⁄ect
the qualitative results. That is why I report the one-quarter VAR results.
The national distress risk factor, HML, enters the market return equation
of Austria and Ireland signi￿cantly at the 90 percent con￿dence level, but
remains insigni￿cant for the other countries. Quite in contrast to the ￿ndings
for the U.S. (Ponti⁄ and Schall (1998), Kothari and Shanken (1997)), there
is a negative relation between the HML factor and the Austrian and Irish
market return. However, these are the countries with the shortest sample
period. That is why I am reluctant to put too much emphasis on this ￿nding,
although the correlation between the cash￿ ow and discount rate news series
for both of the two countries is remarkably high. The correlation coe¢ cient
is around 0.58 whereas the correlation between the news series in the other
countries varies between -0.02 and 0.29. Furthermore, the VARs imply that
variation in national stock market returns is in most cases dominated by
cash￿ ow news since the standard deviation of the cash￿ ow return component
is higher than the standard deviation of the respective country·s discount
rate news series with the exception of Ireland and the Netherlands.
Table 6a shows the correlation of shocks to the individual market return,
cay and the national HML factor to the estimated national news series. Mar-
ket return shocks are positively correlated with the corresponding cash￿ ow
news component and negatively correlated with the discount rate compo-
nent. This ￿nding does not pertain to Austria but to the other countries
under consideration. There is a positive correlation of the cay shock with
the countries· cash￿ ow and discount rate news terms and a rather mixed
picture when the national HML factors are in question. These results are
very similar to the ones obtained from the decomposition of the European
market return.
Tables 7 and 7a report VAR estimates and correlations when only cay is
used in the estimation of the national market return news components. Note
that the characteristics of the respective VARs are not materially a⁄ected by
15the exclusion of the national HML factor compared to the ￿ndings summa-
rized in tables 6 and 6a except for minor di⁄erences in the VARs of Austria
and Ireland.
6.2 Bad and good betas
Bad and good betas of country value and growth portfolios conditional on
the respective market return·s cash￿ ow and discount rate news components
are reported in table 8 when cay as well as the national HML factor are
employed as VAR state variables. Concentrating ￿rst on the B/M sorted
country portfolios reveals that high cash￿ ow betas of value stocks compared
to the respective growth portfolios can only be found for ￿ve countries. The
beta estimates for cash￿ ow-to-price ratio sorted portfolios are slightly more
favourable in this respect. The results for earnings-to-price and dividend-to-
price ratio ordered value and growth stocks are more or less the same as in
the cash￿ ow and discount rate beta estimation with respect to the European
market portfolio return. The cash￿ ow and discount rate beta estimates for
Austria and Ireland, the countries for which the national HML factor enters
the market return equation in the VAR at a marginally signi￿cant level, ap-
pear to be quite extreme. Growth portfolios are substantially more sensitive
to cash￿ ow news than the value portfolios, whereas the value portfolios have
higher discount rate betas. This ￿nding could be the outcome of the high
correlation between the news terms for these two countries that is implied
by the respective VARs.
In a nutshell, the notion that relatively high average returns on value
portfolios are rationalized by their relatively high cash￿ ow betas is less perti-
nent when cash￿ ow and discount rate news series of national market returns
instead of news components of a European market portfolio are considered.
Table 9 presents bad and good beta estimates conditional on the respec-
tive market return news components when only cay is used as state variable
in the VARs since the national HML factor is insigni￿cant in most of the
VAR return equations. Apparently, the evidence that high cash￿ ow betas
are associated with high average returns now seems to pertain to national
stock markets as well. This evidence is strongest for portfolios ordered by
B/M and C/P. Additionally, this ￿nding applies to the same countries as in
the analysis of country value and growth returns· receptiveness to the two
news components of the European market portfolio. Again, these results are
not corroborated by D/P and E/P sorted portfolios.
16How can these changes in bad and good beta estimates be explained?
First, remember that the discount rate news component is directly estimated
in the VARs whereas the cash￿ ow component is a residual. All variation
in the market returns not explained by the state variables is attributed to
cash￿ ow news. Now focus on the book-to-market ratio sorted portfolios in
tables 8 and 9, in particular on the bad and good betas of Switzerland and
the Netherlands. When the national HML factor is excluded from the VAR
of these two countries, the beta estimates of the growth portfolio returns re-
main relatively stable whereas the beta estimates of the value portfolios vary
drastically. Exclusion of the national HML factor increases the cash￿ ow and
decreases the discount rate beta of Swiss and Dutch value stock returns.
Although the national HML factor is not signi￿cant in the market return
equation of the respective VAR, it contains information that is important
for value stocks in the Netherlands and Switzerland. The decrease in the
discount rate beta of value stocks re￿ ects that the HML factor explains some
variation of the national market return which is induced by a fundamental
source of risk pertinent to value stocks exclusively as the growth portfolio
betas remain stable. Fama and French (1995) and Lakonishok et al. (1994)
associate the HML factor with relative distress risk, which seems to be of neg-
ligible importance for Dutch and Swiss growth stocks but crucial for the re-
spective value stocks. Furthermore, Fama and French (1992,1993,1996,1998)
argue that value stocks should be positively related to the distress factor to
rationalize the value premium. This reasoning is also re￿ ected in the change
of the cash￿ ow and discount rate beta estimates. Value stocks are supposed
to be positively correlated with the distress factor. The distress factor seems
to explain returns on the aggregate market and thus the information inher-
ent in the risk factor is mirrored in the discount rate beta. Hence, excluding
the HML factor leaves the distress risk information unrevealed and shifts it
from the discount rate to the (residual) cash￿ ow news component. Since
value stocks should be positively correlated with distress risk, the sensitivity
to cash￿ ow news increases while the good beta decreases, because the infor-
mation the HML factor contains is no longer included in the discount rate
news series. The same reasoning applies to Austria and Ireland for which the
national distress factor is a marginally signi￿cant predictor of the national
market return. However, for these two countries, the HML factor seems to
re￿ ect that distress risk is important for value and growth portfolios because
the bad and good beta estimates of value and growth portfolios vary. Ex-
cluding the signi￿cant variable HML leads to decreasing cash￿ ow betas and
17increasing discount rate betas of the growth portfolios. According to the
Fama and French studies, growth stocks should be negatively related to the
HML factor and thus provide insurance against distress risk in order to ex-
plain their low average returns. This argument could also explain changes in
beta estimates of Austrian and Irish growth portfolios. The exclusion of the
HML factor shifts the distress risk information from the discount rate to the
cash￿ ow news component. As there is a negative relation between the HML
factor and the return on a growth portfolio, the cash￿ ow beta of the Austrian
and Irish growth portfolio decreases. This ￿nding mirrors a negative beta
of growth stocks with respect to the distress factor. The discount rate beta
thus increases.
7 Country-speci￿c or international news: What
is more important?
Bad and good beta estimates with respect to news components obtained
from a European market return support the view that high cash￿ ow betas
are associated with high average returns while cash￿ ow and discount rate
betas of national stock market returns do not. So, the question if sensitivity
to national or receptiveness to international cash￿ ow and discount rate news
is more important to explain returns on country value and growth portfolios
remains to be answered.
In order to shed light on this issue, I perform three di⁄erent time series
regressions of value and growth excess returns on the European and national
cash￿ ow and discount rate news components. In the ￿rst setting, I regress
country value and growth returns, sorted according to their book-to-market
value ratio, on all four news series to obtain a baseline measure of the ￿t of the
model. I also regress the stock returns solely on the national news series. If
the European cash￿ ow and discount rate news components have important
explanatory power for variation in value and growth returns, then leaving
them out in the regressions should result in considerably lower R2 statistics.
Additionally, as a robustness check for the conclusions drawn from the second
speci￿cation, I perform regressions on the European news series alone. The
18estimate equations thus are
r
i
t = ￿ + ￿NCFNNCFt + ￿NDRNNDRt (10)
+￿ECFENCFt + ￿EDRENDRt + "t
r
i
t = ￿ + ￿NCFNNCFt + ￿NDRNNDRt + ￿t (11)
r
i
t = ￿ + ￿ECFENCFt + ￿EDRENDRt + ￿t (12)
where ri
t is the excess return on a country value or growth portfolio,
￿, ￿ and ￿ are constants, NNCFt denotes national cash￿ ow news, NNDRt
represents national discount rate news, ENCFt European cash￿ ow news and
ENDRt European discount rate news.
The regression results are summarized in table 10. Panel A reports OLS
estimates from a regression of UK value and growth portfolio returns on the
national news series and news series calculated from a European portfolio
return excluding the UK and Ireland. Unfortunately, such European market
return series are not available for the other countries in question. Since I do
not have access to the raw data used to construct the di⁄erent international
value, growth and market returns, I have to deal with the issue that the
country returns are part of the international index return, which most likely
leads to an overstatement of the importance of the European news series if
the respective national news series have any importance for country value
and growth returns.
The ￿rst two lines of panel A of table 10 report cash￿ ow and discount
rate betas estimated from (10). The estimated national cash￿ ow and discount
rate betas are higher than their European counterparts and statistically sig-
ni￿cant while the European bad and good beta estimates are relatively low
and statistically not distinguishable from zero. Hence national news series
are more important for returns on UK value (H B/M) and growth (L B/M)
portfolios than the European news series. Lines three and four of panel A
underline this impression. The regression (11) on the national news series
provides evidence that the ￿t of the regression adjusted for the number of
regressors is the same as in the case of all four news series. The estimates
and most important the R2 statistics in rows ￿ve and six of panel A witness
the robustness of this ￿nding. Excluding the national news series substan-
tially lowers the R2 statistic in the OLS regression of UK value and growth
returns on the estimated news series. Still a caveat is in order. The indi-
vidual cash￿ ow and discount rate beta estimates in table 10 are all close to
one and thus far higher than expected. They di⁄er from the previous beta
19estimates in that they are not calculated separately and not normalized with
the variance of the unexpected market return. However, the high cash￿ ow
betas from OLS regressions are not a feature of this particular study but also
reported in Cohen et al. (2003) for cash￿ ow betas of U.S. stock portfolios
obtained from long-horizon regressions.
Panel B of table 10 largely corroborates the results from panel A for the
other countries, although European market news seem to in￿ uence in partic-
ular value returns. But the impact of the European cash￿ ow and discount
rate news series on value and growth stock returns is in most cases lower than
the in￿ uence of the national news series. Exceptions are the Netherlands and
Switzerland. European cash￿ ow news seem to be of crucial importance for
returns on Dutch and Swiss value portfolios. Note also that the European
market return includes the respective national market return in the regres-
sions reported in panel B.
Summarizing the evidence reported in panel A and B of table 10 leaves
the impression that national news series are in general more important for
￿ uctuations of returns on country value and growth portfolios than the news
components obtained from a European market return. This ￿nding is also
corroborated considering value and growth stocks classi￿ed according to C/P,
E/P and D/P.3
I also perform the OLS regressions (10), (11) and (12) in a GMM setting,
calculating standard errors and t-statistics using the Newey-West formula to
correct for potential bias in the OLS standard errors because the news series
are generated regressors. The results from the GMM exercise qualitatively
corroborate the ￿ndings from the time series OLS regressions. As the R2
statistic in time series regressions is easily interpretable and perfectly suited
to answer the question of concern, I report only the time series results. The
GMM t-statistics and implied R2 statistics are not reported but available
upon request.
8 Summary and Discussion
Employing the framework of Campbell (1991) and Campbell and Vuolteenaho
(2004), I show that European and country value portfolio returns have higher
cash￿ ow betas than the corresponding growth portfolios with respect to
3Results are not reported but available upon request
20cash￿ ow and discount rate news of a European market return. This ￿nd-
ing is more pronounced for book-to-market and cash￿ ow-to-price ratio than
earnings-to-price and dividend-to-price ratio ordered portfolios and in line
with studies by Cohen et al. (2003), Lettau and Wachter (2004) and Camp-
bell and Vuolteenaho (2004) for book-to-market ratio sorted portfolios in the
U.S.
Since country-speci￿c factors could play an important role in explaining
variation in returns on international stock markets, I also assess the recep-
tiveness of value and growth stock returns to news about national market
returns· cash￿ ows and discount rates.
The decomposition of national stock market returns into news series re-
veals that the choice of state variables is crucial for measures of the sensi-
tivity of country value and growth stocks to national market return cash￿ ow
and discount rate news components. When short-run ￿ uctuations of the U.S.
consumption-wealth ratio, cay, are used as only explanatory variable for stock
returns, the results of the analysis of the European market portfolio are cor-
roborated. The inclusion of the national Fama and French book-to-market
factor materially a⁄ects "good" discount rate and "bad" cash￿ ow beta es-
timates with respect to the national market return, whereas the European
HML factor has only negligible impact on cash￿ ow and discount rate beta
estimates when the European market portfolio return is decomposed. This
￿nding underscores Gri¢ n (2002) and Moerman (2005) who argue that the
Fama and French HML factor is rather a country-speci￿c than an interna-
tional risk factor.
Furthermore, empirical evidence suggests that value and growth portfolio
returns react more strongly to national than to international cash￿ ow and
discount rate news, which leaves the impression that sensitivity to cash￿ ow
news cannot rationalize the relatively high average returns on European value
stocks.
This ￿nding is not necessarily a contradiction to Campbell and Vuolteenaho
(2004) since I do not use national small-stock value spreads to decompose
market returns into news series. The results in Campbell and Vuolteenaho
crucially rely on the inclusion of the value spread as explanatory variable for
the market return. They argue that the return on a portfolio consisting of
a long position in small value and a short position in small growth stocks
is not priced by the traditional CAPM and thus has to provide additional
information. But the portfolio returns forming the Fama and French book-
to-market factor cannot be priced by the CAPM as well. Furthermore, e.g.
21Liew and Vassalou (2000) show that the HML factor re￿ ects news about
economic fundamentals, i.e. GDP growth. So, the question remains what
the underlying economic forces of the small-stock value spread·s predictive
power for the U.S. market return are.
Admittedly, even the Fama and French three-factor model has di¢ culties
to explain average returns on the small growth portfolio, which supports the
view that this portfolio contains information about economic fundamentals
that is not captured by the HML factor. However, Liu and Zhang (2005)
suggest that the value spread mixes information that is contained in the book-
to-market and market-to-book spread and hence cast doubt on the usefulness
of the value spread as predictive variable for market returns. Thus it is not
clear if the use of the value spread in decompositions of market returns into
news components is appropriate since its predictive power for market returns
is not persuasive so far.
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25Table 1: VAR estimates and correlations of international portfolio return (cay and HML)
Panel A: VAR estimates






















Panel B:Standard Deviations of the news terms
σCF: 0.0672 σDR: 0.0620
Panel C: Bivariate correlations
ρDR,CF: 0.1668 ρcay,HML: 0.1710





Notes: Panel A provides OLS estimates from a VAR consisting of the excess return on a European market
portfolio, rM ,short-run fluctuations of the U.S. consumption-wealth ratio, cay, and the difference between the
return on the European high book-to-market ratio portfolio and the return on the European low book-to-market
ratio, a European version of the Fama and French HML factor. T-statistics in parenthesis are shown below the
coefficient estimates. Each row presents one forecasting equation in the VAR. R² denotes the adjusted R².
Panel B gives the standard deviations of the cashflow and discount rate news components of rM estimated in the
VAR. Panel C shows the correlation between the news terms, ρDR,CF, and the correlation between shocks to cay
and HML, ρcay,HML. Panel D reports the correlation of shocks to rM, cay and HML with the estimated cashflow
and discount rate news components.Table 2: VAR estimates and correlations (cay only state variable)












Panel B: Standard deviations of news terms
σCF: 0.0672 σDR: 0.0624
Panel C: Bivariate correlations
ρr,cay:  0.0710 ρDR,CF: 0.1690




Notes: Panel A provides OLS estimates from a VAR consisting of the excess return on a European market
portfolio, rM and short-run fluctuations of the U.S. consumption-wealth ratio, cay. T-statistics in parenthesis are
shown below the coefficient estimates. Each row presents one forecasting equation in the VAR. R² denotes the
adjusted R².
Panel B gives the standard deviations of the cashflow and discount rate news components of rM estimated in the
VAR. Panel C shows the correlation between the news terms, ρDR,CF, and the correlation between shocks to cay
and rM, ρcay,r. Panel D reports the correlation of shocks to rM and cay with the estimated cashflow and discount
rate news components.Table 3: Cashflow and discount rate betas of
European portfolios
Panel A: cay and HML state variables
Mean excess return










































Panel B: cay only state variable
Mean excess return










































This table reports cashflow and discount rate betas for European value (indicated with leading „H“) and growth
(indicated with leading „L“) portfolios sorted by book-to-market value ratio (B/M), cashflow-to-price ratio
(C/P), dividend-to-price ratio (D/P) and earnings-to-price ratio (E/P). Value portfolios contain stocks in the top
30 percent, growth portfolios stock in the bottom 30 percent of the respective valuation ratio. Firms in this
sample do not have to have data on all ratios. Betas measure the sensitivity to either cashflow or discount rate
news components of the excess return on the European market portfolio. Panel A reports betas with respect to
news series that are obtained using short-run fluctuations of the U.S. consumption-wealth ratio, cay, and the
difference between the return on the European high book-to-market ratio portfolio and the return on the
European low book-to-market ratio, a European version of the Fama and French HML factor, as state variables.
Panel B shows cashflow and discount rate betas employing only cay as state variable. Standard errors in
parenthesis are conditional on the fitted value of the respective news series.Table 4: Cashflow and discount rate betas of country portfolio returns 
with respect to European market portfolio return ( cay and HML state variables)
H B/M L B/M H C/P L C/P H D/P L D/P H E/P L E/P
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0.5347  
0.2371)   (
0.4805
0.2332)   (
0.5114
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0.3850
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0.5008  





















0.1969)   (
0.5114
0.1747)   (
0.3907








0.1242)   (
0.4949  





















0.1819)   (
0.4625
0.1674)   (
0.4049Notes: This table presents cashflow and discount rate beta estimates of value and growth stocks of Austria,
Belgium, France, Germany, Ireland, Italy, Netherlands, Spain, Switzerland and the United Kingdom conditional
of cashflow and discount rate components of the excess return on a European market portfolio obtained by using
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where cov and var denote sample covariances and variances. The cashflow component is abbreviated with ηCF,
the discount rate news component with ηDR, ri,t denotes the individual value or growth stock excess return and
rM,t – Et-1(rM,t) represents the unexpected market return. The discount rate beta is here defined as the covariance
of a stock return with lower than expected discount rates. Standard errors in parenthesis are estimated conditional
on the fitted value of the respective news term.Table 5: Cashflow and discount rate betas of country portfolio returns 
with respect to European market portfolio return ( cay only state variable)
H B/M L B/M H C/P L C/P H D/P L D/P H E/P L E/P
































































































































0.1498)   (
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0.1310)   (
0.4989  

































0.1243)   (
0.4950  





















0.1814)   (
0.4658
(0.1668)
0.4071Notes: This table presents cashflow and discount rate beta estimates of value and growth stocks of Austria,
Belgium, France, Germany, Ireland, Italy, Netherlands, Spain, Switzerland and the United Kingdom conditional
of cashflow and discount rate components of the excess return on a European market portfolio obtained by using
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where cov and var denote sample covariances and variances. The cashflow component is abbreviated with ηCF,
the discount rate news component with ηDR, ri,t denotes the individual value or growth stock excess return and
rM,t – Et-1(rM,t) represents the unexpected market return. The discount rate beta is here defined as the covariance
of a stock return with lower than expected discount rates. Standard errors in parenthesis are conditional on the
fitted value of the respective news term.Table 6: VAR estimates with respect to national market returns (cay and national HML)
AUT BEL
rM cay HML R² rM cay HML R²
rM
) 1.4452 ( 0.1778
)   1.0181 ( 0.5573
) -1.8862 (0.2446 - 0.0472 rM
) -0.5549 (   0.0520 -
) 2.0629 ( 0.9924
) -0.8574 (0.1215 - 0.0156
cay
) -1.3728 (0.0173 -
) 15.7406 (   0.8834
) -2.4193 (0.0322 - 0.9778 cay
)   -4.9296 (0.0424 -
) 20.5588 (    0.9079
) -0.8041 (   0.0105 - 0.7475
HML
) -0.0756 (0.0088 -
) -0.1741 ( 0.0905 -
) -0.5545 (0.0683 - 0.8198 HML
) -2.2045 (0.1375 -
) -0.1111 ( 0.0356 -
) -0.7978 (0.0753 - 0.8577
σCF. 0.1288 σDR: 0.0678 σCF. 0.0986 σDR: 0.0662
ρDR,CF 0.5815 ρDR,CF 0.2899
FRA GER
rM cay HML R² rM cay HML R²
rM
) 0.2933 -    (0.0274 -  
)   1.7581 ( 0.9827
)   -0.3501 (0.0471 - 0.0018 rM
) -0.3885 (0.0363 -
) 2.1883 (   1.1660
)   -0.4135 (0.0596 -   0.0225
cay
) -6.7802 (0.0461 -
)   22.1483 (   0.8993
) 0.8440 ( 0.0082 0.9952 cay
) -8.1940 (0.0571 -
) 23.8962 (   0.9498
) 1.5286 ( 0.0164 0.7255
HML
) -0.7485 (0.0493 -
) 0.1320 ( 0.0520
) 1.3010 ( 0.1232 0.6684 HML
) 1.7915 ( 0.1058  
) -3.4114 ( 1.1498 -
) -1.1651 (0.1061 - 0.9824
σCF. 0.0998 σDR: 0.0638 σCF. 0.0936 σDR: 0.0793
ρDR,CF -0.0252 ρDR,CF 0.2142
IRL ITA
rM cay HML R² rM cay HML R²
rM
) -3.1591 ( 0.4190 -
)   2.3656 ( 1.1019
)   -1.8873 (0.1348 - 0.1873 rM
)   0.3024 ( 0.0283
) 1.2868 ( 0.8118
)    0.2049 (   0.0278 0.0091
cay
) -4.6133 (0.0762 -
)   16.4619 (   0.9543  
) -1.0221 (0.0091 - 0.9308 cay
) -4.9408 (0.0316 -
) 20.5494 (    0.8854
) 1.9806 ( 0.0184 0.8213
HML
) -0.3440 (0.0806 -
) -0.1735 (0.1427 -
) 3.4817 ( 0.4391 0.9864 HML
) 0.8871 (0.0550 -
− ) 0.2899 ( 0.1213
) 2.7709 ( 0.2494 0.9253
σCF. 0.0856 σDR: 0.0929 σCF. 0.1287 σDR: 0.0548
ρDR,CF 0.5778 ρDR,CF 0.0854
NL ESP
rM cay HML R² rM cay HML R²
rM
) -2.1750 (0.1975 -
) 2.8411 ( 1.2453
)   -0.7220 (0.0609 - 0.0625 rM
) -0.7702 (   0.0743
) 1.9647 (   1.1594
)    1.4946   ( 0.1484 0.0334
cay
) -8.3913 (0.0664 -  
) 24.8065 (   0.9475
) -1.7349 (0.0128 - 0.9398 cay
) -5.6737 (0.0399 -
) 21.2076 (   0.9117  
) -0.4589 (0.0033 - 0.6917
HML
) -0.1535 (0.0155 -
) 0.1378 ( 0.0673
) 0.5811 ( 0.0546 0.8905 HML
) 1.5585 ( 0.1433
) -0.3028 (0.1703 -
) 0.1011 ( 0.0096 0.9377
σCF. 0.0721 σDR: 0.0810 σCF. 0.1125 σDR: 0.0785
ρDR,CF 0.2890 ρDR,CF 0.1861
CH UK
rM cay HML R² rM cay HML R²
rM
)   0.4322 -   (0.0413 -
) 2.2236 ( 1.0332
)   -0.2357 (0.0257 - 0.0167 rM
)   -0.8030 (0.0663 -
) 1.7493 ( 0.7652
)    0.0531 ( 0.0069 0.0028
cay
) -3.6302 (0.0316 -
)    21.3727 (   0.9033
) -3.9750 (0.0394 - 0.8119 cay
) -6.9616 (0.0536 -
) 22.3555 ( 0.9126
) 0.2229 ( 0.0027 0.8248
HML
) -0.7388 (0.0616 -
) 0.4184 ( 0.1694
) -0.4465 (0.0424 - 0.6681 HML
) -0.9516 (0.0562 -
) 0.0250 ( 0.0078
) 0.8886 ( 0.0828   0.9874
σCF. 0.0980 σDR: 0.0682 σCF. 0.0804 σDR: 0.0518
ρDR,CF 0.3459 ρDR,CF 0.0700Notes: This table provides OLS estimates from VARs consisting of the excess return on the country market
portfolio of either Austria, Belgium, France, Germany, Ireland, Italy, Netherlands, Spain, Switzerland or the
United Kingdom, rM , short-run fluctuations of the U.S. consumption-wealth ratio, cay, and the difference
between the return on the respective country´s high book-to-market ratio portfolio and the return on the
country´s low book-to-market ratio portfolio, the respective country´s HML factor, as state variables. T-statistics
in parenthesis are shown below the coefficient estimates. Each row presents one forecasting equation in the
VAR. R² denotes the adjusted R².
σCF denotes the standard deviation of the respective cashflow news term, σDR denotes the standard deviation of
the respective discount rate news term. The correlation coefficient between the news terms is ρDR,CF.Table 6a : Shock correlations in VARs with respect to national market returns
AUT BEL
ηCF ηDR ηCF ηDR
rM 0.8509 0.0674 rM 0.7819 -0.3700
cay 0.4168 0.8086 cay 0.6951 0.8735
HML -0.1667 -0.5716 HML 0.0655 -0.0518
FRA GER
ηCF ηDR ηCF ηDR
rM 0.8466 -0.5534 rM 0.7035 -0.5435
cay 0.5304 0.8336 cay 0.7886 0.7626
HML 0.2418 -0.0565 HML 0.1086 0.1589
IRL ITA
ηCF ηDR ηCF ηDR
rM 0.3881 -0.5279 rM 0.9154 -0.3229
cay 0.8817 0.7661 cay 0.4373 0.8883
HML -0.4109 -0.3482 HML 0.1259 0.1680
NL ESP
ηCF ηDR ηCF ηDR
rM 0.5317 -0.5631 rM 0.7857 -0.4617
cay 0.8447 0.7148 cay 0.6954 0.8255
HML 0.0193 -0.1176 HML -0.0120 0.3413
CH UK
ηCF ηDR ηCF ηDR
rM 0.7580 -0.3499 rM 0.8296 -0.4988
cay 0.6730 0.8440 cay 0.6281 0.8197
HML 0.0241 -0.3742 HML 0.0621 0.2068
Notes: This table provides correlations of the VAR shocks of the respective country´s market excess return, cay
and the respective country´s distress factor with the news series that are obtained from the VAR using the three
variables as state variables.Table 7: VAR estimates with respect to national stock market returns (cay only)
AUT BEL





  0.5980 0.0113 rM
) -0.5937 (












σCF. 0.1269 σDR: 0.0560 σCF. 0.0973 σDR: 0.0639
ρDR,CF 0.5376 ρDR,CF 0.2548
FRA GER
rM cay R² rM cay R²
rM
) -0.3777 (
















σCF. 0.0997 σDR: 0.0641 σCF. 0.0927 σDR: 0.0803
ρDR,CF -0.0236 ρDR,CF 0.2123
IRL ITA



















σCF. 0.0829 σDR: 0.0906 σCF. 0.1299 σDR: 0.0539
ρDR,CF 0.5225 ρDR,CF 0.1004
NL ESP



















σCF. 0.0729 σDR: 0.0790 σCF. 0.1111 σDR: 0.0788
ρDR,CF 0.2718 ρDR,CF 0.1552
CH UK



















σCF 0.0977 σDR: 0.0671 σCF. 0.0804 σDR: 0.0519
ρDR,CF 0.3369 ρDR,CF 0.0729
Notes: This table provides OLS estimates from VARs consisting on the excess return on the country market
portfolio of either Austria, Belgium, France, Germany, Ireland, Italy, Netherlands, Spain, Switzerland or the
United Kingdom, rM ,that are obtained using short-run fluctuations of the U.S. consumption-wealth ratio, cay, as
state variable. T-statistics in parenthesis are shown below the coefficient estimates. Each row presents one
forecasting equation in the VAR. R² denotes the adjusted R².
σCF denotes the standard deviation of the respective cashflow news term, σDR denotes the standard deviation of
the respective discount rate news term. The correlation coefficient between the news terms is ρDR,CF.Table 7a : Shock correlations with respect to national stock market returns
AUT BEL
ηCF ηDR ηCF ηDR
rM 0.8988 0.1135 rM 0.7949 -0.3841
cay 0.4857 0.9982 cay 0.6912 0.8749
FRA GER
ηCF ηDR ηCF ηDR
rM 0.8451 -0.5544 rM 0.6943 -0.5559
cay 0.5308 0.8348 cay 0.7954 0.7611
IRL ITA
ηCF ηDR ηCF ηDR
rM 0.4181 -0.5561 rM 0.9184 -0.3013
cay 0.9411 0.7800 cay 0.4490 0.9341
NL ESP
ηCF ηDR ηCF ηDR
rM 0.5603 -0.6448 rM 0.7856 -0.4893
cay 0.8516 0.7360 cay 0.6949 0.8183
CH UK
ηCF ηDR ηCF ηDR
rM 0.7652 -0.3484 rM 0.8285 -0.4982
cay 0.7083 0.9033 cay 0.6301 0.8204
Notes: This table provides correlations of the VAR shocks of the respective country´s market excess return and
cay with the news series that are obtained from the VAR using cay as state variable.Table 8: Cashflow and discount rate with respect to national stock market returns 
(cay and national HML as state variables)
H B/M L B/M H C/P L C/P H D/P L D/P H E/P L E/P
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0.6025
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0.2542
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0.2097)   (
0.4727   





0.5202   
0.1543)   (
0.3470  
0.1164)   (


















ESP r (%) 1.82 0.61 1.62 -0.08 0.91 0.22 1.74 0.25
βCF





























0.1707)   (
0.2409
0.1791)   (
0.2998
CH r (%) 1.93 1.29 1.46 1.21 1.70 1.17 1.53 1.18
βCF
0.1093)   (
0.6845  




0.0715)   (
0.7780  
0.1015)   (
0.5370  
0.0789)   (
0.7630
0.0899)   (
0.6435  



























0.0812)   (
0.7273  













0.1520)   (
0.2787
0.1480)   (
0.2951  




0.2029)   (
0.2915
(0.1903)
0.2802Notes: This table presents cashflow and discount rate beta estimates of value and growth stocks of Austria,
Belgium, France, Germany, Ireland, Italy, Netherlands, Spain, Switzerland and the United Kingdom conditional
of cashflow and discount rate components of the excess return on the respective country´s market portfolio
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where cov and var denote sample covariances and variances. The cashflow component is abbreviated with ηCF,
the discount rate news component with ηDR, ri,t denotes the individual value or growth stock excess return and
rM,t – Et-1(rM,t) represents the unexpected market return. The discount rate beta is here defined as the covariance
of a stock return with lower than expected discount rates. Standard errors in parenthesis are conditional on the
fitted value of the respective news term.Table 9: Cashflow and discount rate betas with respect to national market returns 
(cay only state variable)
H B/M L B/M H C/P L C/P H D/P L D/P H E/P L E/P






























0.0457 -  
0.2782)   (
0.0471 -  
(0.2633)
0.0458 -
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0.2363)   (
0.6610










0.2012)   (
0.6140  
0.1089)   (
0.4548  




0.1497)   (
0.4102






























































0.0732)   (
0.7583  




0.0857)   (
0.7084  



























0.0810)   (
0.7287  





















0.2025)    (
0.2938
(0.1896)
0.2795  Notes: This table presents cashflow and discount rate beta estimates of value and growth stocks of Austria,
Belgium, France, Germany, Ireland, Italy, Netherlands, Spain, Switzerland and the United Kingdom conditional
of cashflow and discount rate components of the excess return on the respective country´s market portfolio
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where cov and var denote sample covariances and variances. The cashflow component is abbreviated with ηCF,
the discount rate news component with ηDR, ri,t denotes the individual value or growth stock excess return and
rM,t – Et-1(rM,t) represents the unexpected market return. The discount rate beta is here defined as the covariance
of a stock return with lower than expected discount rates. Standard errors in parenthesis are estimated conditional
on the fitted value of the respective news term.Table 10: Time series regressions on national and European news series
Panel A
Constant NNCF NNDR ENCF ENDR Adj. R²
UK H B/M
) 80 . 4 (
02 . 0
) 00 . 11 (
93 . 0
) 18 . 6 (
86 . 0
) 85 . 1 (
17 . 0
) 37 . 0 (
04 . 0 0.76
L B/M
) 35 . 5 (
01 . 0
) 05 . 20 (
99 . 0
) 29 . 14 (
17 . 1









) 77 . 4 (
02 . 0
) 65 . 17 (
04 . 1
) 14 . 9 (
83 . 0 0.76
L B/M
) 35 . 5 (
01 . 0
) 96 . 28 (
99 . 0
) 44 . 20 (
09 . 1 0.91
H B/M
) 95 . 2 (
02 . 0
) 74 . 7 (
77 . 0
) 90 . 4 (
56 . 0 0.37
L B/M
) 96 . 1 (
01 . 0
) 33 . 6 (
62 . 0
) 42 . 5 (
62 . 0 0.32
Panel B
AUT H B/M
) 71 . 4 (
03 . 0
) 28 . 15 (
17 . 1
) 57 . 13 (
02 . 2
) 30 . 4 (
60 . 0





) 79 . 0 (
01 . 0
) 66 . 10 (
90 . 0
) 24 . 3 (
53 . 0




) 48 . 0 (
06 . 0 0.73
H B/M
) 95 . 3 (
03 . 0
) 91 . 14 (
11 . 1
) 53 . 1 (
63 . 1 0.77
L B/M
) 80 . 0 (
01 . 0
) 53 . 13 (
92 . 0
) 49 . 4 (
58 . 0 0.74
H B/M
) 17 . 2 (
03 . 0
) 16 . 3 (
86 . 0
) 06 . 4 (
81 . 0 0.23
L B/M
) 45 . 0 (
01 . 0
) 78 . 2 (
66 . 0
) 76 . 3 (
66 . 0 0.19
BEL H B/M
) 74 . 5 (
04 . 0
) 37 . 8 (
83 . 0
) 80 . 8 (
35 . 1
) 76 . 2 (
41 . 0





) 85 . 4 (
02 . 0
) 80 . 15 (
97 . 0
) 12 . 9 (
86 . 0




) 44 . 1 (
14 . 0 0.89
H B/M
) 54 . 5 (
03 . 0
) 92 . 17 (
03 . 1
) 37 . 12 (
06 . 1 0.76
L B/M
) 85 . 4 (
02 . 0
) 39 . 28 (
97 . 0
) 86 . 18 (
98 . 0 0.89
H B/M
) 92 . 3 (
03 . 0
) 82 . 9 (
13 . 1
) 83 . 7 (
92 . 0 0.52
L B/M
) 54 . 2 (
02 . 0
) 55 . 10 (
97 . 0
) 50 . 9 (
95 . 0 0.59
FRA H B/M
) 52 . 4 (
02 . 0
) 15 . 9 (
05 . 1
) 39 . 6 (
09 . 1
) 51 . 0 (
09 . 0





) 93 . 2 (
01 . 0
) 82 . 11 (
94 . 0
) 40 . 8 (
99 . 0









) 56 . 4 (
02 . 0
) 45 . 20 (
11 . 1
) 29 . 12 (
04 . 1 0.83
L B/M
) 95 . 2 (
01 . 0
) 26 . 24 (
90 . 0
) 73 . 16 (
97 . 0 0.88
H B/M
) 82 . 2 (
02 . 0
) 39 . 9 (
23 . 1
) 36 . 9 (
33 . 1 0.56
L B/M
) 53 . 1 (
01 . 0
) 84 . 8 (
95 . 0
) 02 . 10 (
17 . 1 0.56
GER H B/M
) 63 . 5 (
02 . 0
) 98 . 11 (
20 . 1
) 44 . 7 (
75 . 0




) 92 . 1 (
24 . 0 0.85
L B/M
) 28 . 2 (
01 . 0
) 53 . 9 (
00 . 1
) 56 . 10 (
12 . 1









) 74 . 5 (
02 . 0
) 65 . 21 (
02 . 1
) 66 . 16 (
93 . 0 0.84
L B/M
) 30 . 2 (
01 . 0
) 20 . 20 (
96 . 0
) 67 . 18 (
05 . 1 0.84Table 10 continued
Constant NNCF NNDR ENCF ENDR Adj. R²
GER H B/M
) 51 . 3 (
02 . 0
) 95 . 10 (
10 . 1
) 96 . 9 (
09 . 1 0.61
L B/M
) 42 . 1 (
01 . 0
) 99 . 9 (
06 . 1
) 78 . 9 (
12 . 1 0.58
IRL H B/M
) 48 . 2 (
03 . 0
) 48 . 1 (
43 . 0
) 01 . 3 (
92 . 0
) 16 . 2 (
84 . 0
) 74 . 0 (
24 . 0 0.44
L B/M
) 36 . 0 (
00 . 0
) 37 . 5 (
47 . 1
) 01 . 2 (
58 . 0




) 70 . 1 (
53 . 0 0.51
H B/M
) 41 . 2 (
03 . 0
) 27 . 4 (
89 . 0
) 21 . 6 (
19 . 1 0.41
L B/M
) 35 . 0 (
00 . 0
) 38 . 7 (
42 . 1
) 23 . 5 (
93 . 0 0.50
H B/M
) 33 . 2 (
03 . 0
) 02 . 4 (
16 . 1
) 90 . 4 (
00 . 1 0.36
L B/M
) 29 . 0 (
00 . 0
) 12 . 4 (
29 . 1
) 80 . 2 (
62 . 0 0.26
ITA H B/M
) 90 . 0 (
01 . 0
) 27 . 15 (
09 . 1
) 93 . 1 (
37 . 0




) 40 . 2 (
37 . 0 0.80
L B/M
) 35 . 3 (
01 . 0
) 91 . 24 (
87 . 0
) 89 . 13 (
28 . 1
) 77 . 4 (
34 . 0





) 88 . 0 (
01 . 0
) 49 . 20 (
05 . 1
) 52 . 6 (
79 . 0 0.79
L B/M
) 08 . 3 (
01 . 0
) 84 . 36 (
97 . 0
) 87 . 16 (
05 . 1 0.93
H B/M
) 51 . 0 (
00 . 0
) 81 . 6 (
15 . 1
) 38 . 6 (
17 . 1 0.38
L B/M
) 14 . 1 (
01 . 0
) 68 . 8 (
19 . 1
) 60 . 7 (
12 . 1 0.49
NL H B/M
) 37 . 3 (
02 . 0




) 15 . 5 (
06 . 1
) 18 . 6 (
46 . 1





) 81 . 3 (
02 . 0
) 24 . 6 (
87 . 0
) 59 . 4 (
58 . 0
) 27 . 1 (
18 . 0
) 05 . 2 (
33 . 0 0.75
H B/M
) 88 . 2 (
02 . 0
) 71 . 8 (
09 . 1
) 96 . 8 (
99 . 0 0.50
L B/M
) 76 . 3 (
02 . 0
) 24 . 15 (
00 . 1
) 07 . 14 (
82 . 0 0.74
H B/M
) 01 . 3 (
02 . 0
) 15 . 11 (
38 . 1
) 09 . 6 (
82 . 0 0.54
L B/M
) 22 . 3 (
02 . 0
) 76 . 12 (
02 . 1
) 14 . 9 (
79 . 0 0.64
ESP H B/M
) 90 . 0 (
01 . 0
) 73 . 10 (
15 . 1
) 31 . 3 (
55 . 0




) 54 . 0 (
11 . 0 0.58
L B/M
) 51 . 0 (
00 . 0
) 55 . 15 (
04 . 1
) 52 . 12 (
30 . 1
) 51 . 0 (
06 . 0





) 88 . 0 (
01 . 0
) 99 . 11 (
98 . 0
) 80 . 5 (
68 . 0 0.57
L B/M
) 51 . 0 (
00 . 0
) 46 . 21 (
06 . 1
) 19 . 17 (
22 . 1 0.84
H B/M
) 62 . 0 (
01 . 0
) 89 . 3 (
75 . 0
) 58 . 2 (
54 . 0 0.13
L B/M
) 24 . 0 (
00 . 0
) 61 . 5 (
99 . 0
) 02 . 5 (
96 . 0 0.28
CH H B/M
) 43 . 3 (
02 . 0
) 65 . 5 (
52 . 0
) 12 . 8 (
24 . 1
) 27 . 7 (
93 . 0
) 49 . 1 (
24 . 0 0.79
L B/M
) 25 . 3 (
01 . 0
) 88 . 12 (
84 . 0
) 99 . 4 (
54 . 0




) 50 . 3 (
39 . 0 0.80
H B/M
) 86 . 2 (
02 . 0
) 87 . 13 (
02 . 1
) 16 . 13 (
39 . 1 0.70Table 10 continued
Constant NNCF NNDR ENCF ENDR Adj. R²
CH L B/M
) 11 . 3 (
01 . 0
) 18 . 19 (
87 . 0
) 02 . 13 (
85 . 0 0.78
H B/M
) 69 . 2 (
02 . 0
) 96 . 11 (
29 . 1
) 02 . 11 (
29 . 1 0.66
L B/M
) 09 . 2 (
01 . 0
) 53 . 8 (
79 . 0
) 51 . 8 (
86 . 0 0.51
UK H B/M
) 78 . 4 (
02 . 0
) 44 . 7 (
90 . 0
) 44 . 3 (
72 . 0
) 20 . 1 (
18 . 0
) 94 . 0 (
16 . 0 0.76
L B/M
) 33 . 5 (
01 . 0
) 78 . 14 (
05 . 1
) 10 . 9 (
13 . 1









) 77 . 4 (
02 . 0
) 65 . 17 (
04 . 1
) 14 . 9 (
83 . 0 0.76
L B/M
) 35 . 5 (
01 . 0
) 95 . 28 (
00 . 1
) 44 . 20 (
09 . 1 0.91
H B/M
) 70 . 3 (
02 . 0
) 45 . 11 (
05 . 1
) 73 . 8 (
86 . 0 0.60
L B/M
) 62 . 2 (
01 . 0
) 67 . 10 (
90 . 0
) 65 . 10 (
98 . 0 0.62
Notes: This table reports OLS estimates with t-statistics in parenthesis from regressions of the respective
countries´ value (H B/M) and growth (L B/M) portfolio retuns sorted according to their book-to-market ratio on
news components of a European and the corresponding national market return. The news series are obtained
using cay as well as the respective HML factor as state variables. 












ENDR ENCF NNDR NNCF r
ν β β π
η β β κ
ε β β β β µ
+ + + =
+ + + =
+ + + + + =
with NCF, national cashflow news, NDR, national discount rate news, ECF, European cashflow news, EDR,
European discount rate news. The excess return on a country´s value or growth portfolio is denoted with 
i
t r .